This working paper was written for the New England Public Policy Center's third annual conference: "The Dynamic between Municipal Revenue Sources and the State-Local Relationship in New England". It relies on data from the U.S. Census to examine the dynamic between municipal revenues and the state-local relationship in New England. The analysis shows that-compared with the nation as a whole-municipal governments in New England rely very heavily on the property tax. They also have limited or no access to local-option revenues such as sales taxes, and they rely less on fees and other nontax sources.
I. Introduction
Municipal governments in New England are under fiscal stress. That is cause for concern in the region because municipal governments are more important in New England states than in other states. Town governments-largely unique to New England-provide services that counties or special-purpose districts provide in other states. Municipal governments in New England are also much more likely to provide public education, while the rest of the nation relies largely on independent school districts.
State and local governments are inextricably linked, and the state-municipal relationship is particularly important in New England because of the large municipal responsibility for providing public services. All local governments are the legal creations of state governments, which specify, constrain, and sometimes mandate the activities local governments can undertake, including which revenue sources they can rely on. Local governments also rely heavily on state grants-in-aid as a major source of revenue.
State and local governments are further linked because they compete for the same tax-bearing capacity-that is, the income-of their mutual residents, and often for the same specific revenue sources, such as property taxes. State and local governments are also beset by many of the same cyclical forces that affect revenue collections and expenditure responsibilities, and they often share the same underlying growth rates that affect their regions.
This working paper relies on data from the U.S. Census Bureau to examine the dynamic between municipal revenues and the state-local relationship in New England, compared with that dynamic in the country as a whole. First, to reveal the importance of municipal government in New England, Section II looks at the structure of local government in New England states compared with that in the rest of the nation.
Section III then presents census data on revenue sources for state and local government combined, and then for the entire local government sector, in both New England and the nation as a whole. This analysis shows that the local government sector in New England relies more heavily on the property tax than does that sector across the country, and that its second most important source of revenue is state aid.
Section IV focuses on municipal government: the type of local government most common in New England. This analysis shows that compared with the rest of the nation, municipal governments in New England have limited access to local revenue sources other than the property tax. They have no local-option sales taxes and no local-option income taxes, and they rely much less on fees and other non-tax revenue sources than do municipal governments in other states. That is partly because state governments in New England often do not give municipal governments access to revenue sources other than property taxes.
The revenues of state governments fluctuate cyclically, and they declined dramatically across the country earlier in this decade. Many states responded by cutting grants-in-aid to local governments, or by restraining increases in that aid. Section V shows that local governments in many states-including those in some New England statesresponded with above-trend increases in property taxes. Thus the stability of the property tax is an important counter to fluctuations in state revenues and state aid.
Section VI looks at another key state-municipal link: state limits on the local property tax. Massachusetts, Rhode Island, and Maine all have state-imposed limits on the percentage by which local governments may increase property tax collections from one year to the next. Municipal governments in states with such caps are more vulnerable to changes in state aid, and more strongly affected by constraints on other local revenue sources.
Section VII argues that states across the country, and especially in New England, will face enormous fiscal pressures as the population ages over the next several decades.
According to the 2000 census, 12.4 percent of the U.S. population was 65 or older.
Projections show that by 2030, 19 .7 percent of the population will be 65 or older. All the New England states are projected to be above that national-average share, and Vermont and Maine are projected to be significantly above-at 24.4 and 26.5 percent, respectively.
An aging population means higher Medicaid costs for states. An aging population also means that bills for unfunded state and local pension liabilities and retiree health costs will come due. These changes will probably exert a greater fiscal impact on state governments than on municipal governments. However, when states are under pressure, they often cut aid to local government.
Although the analysis ends there, the hope is that these findings will spur active consideration of policy responses to the fiscal plight of municipal governments in New England.
II. The Structure of Local Government in New England versus the Nation
The structure of local government in New England states evolved earlier than that in most other states, and continues to differ. The U.S. Census of Governments gathers information on the revenues and expenditures of all local governments in each state every five years, and categorizes them by five types of government: counties, municipalities, townships, independent school districts, and other special-purpose districts. Table 1 gives the share of total local government revenue for each of these five groups for the United States overall, and for the New England states. Hampshire have a mixture of independent and dependent school districts.
Finally, special-purpose governments, such as independent library districts and metropolitan service agencies, account for about 9 percent of local government revenues nationwide. Massachusetts-with large "authorities" providing water, transit, port, and airport services in the Boston metropolitan area-is above average in choosing this form of government, but the other New England states are significantly below average. The predominance in New England of general-purpose town governments with predefined coverage of the landscape probably explains the low revenue share for this type of government. Tables 2 and 4 shows that the local government sector is 57.4 percent ($3,914 / $6,816) of the combined state and local government sector nationwide. New England relies relatively more on state as opposed to local government to provide services. Table 4 reinforces the finding from Table 2 that New England governments rely much less on charges than do local governments in other states.
III. Comparing Local Government Revenues across States and Over Time
The focus on local governments in Table 4 reveals a clearer pattern regarding miscellaneous general revenue than did Table 2 . In Table 4 , the national average share for this type of local government revenue is only 6.5 percent. However, the share in all the New England states is well below that figure, ranging from 2.9 percent in Rhode Island to 4.3 percent in Vermont.
5 For a review of the 1998 and 2003 school finance reforms in Vermont, see Saas 2006. 6 There is some arbitrariness in assigning the property tax to the state or local level, especially in a state that mandates a local property tax, or links it to the state aid formula. Kenyon (2003) 
IV. Revenue Sources for Municipal Governments Only
To highlight trends in the revenues and expenditures of municipal governmentsthe dominant form of local government in New England-the next tables combine the census figures for "township and town" and "incorporated municipal." (As noted, the U.S.
Census of Governments provides detail on revenue sources by type of local government only in quinquennial years, most recently for 2002.) Note: Census government types "municipal" and "township" are combined in the numerator and "county," "school district" and "special district" are added to them in the denominator. However, local officials do not determine state aid, and property taxes are subject to a number of constraints. All New England states show some municipal use of other taxes, but less than the national average. Such taxes include municipal death and gift taxes, taxes on documents and stock transfers, severance taxes, and taxes on land at a specified rate per acre (rather 7 The comparison to the U.S. average to New England states for the smaller revenue sources is problematic.
The national totals include a number of large cities whose states have allowed them much broader discretion to levy different types of taxes and charges than is available to most New England towns. In a study of changes between 1977 and 2000 in the finances of a national sample of cities with populations greater than 100,000, Wallin (2005) found that more cities took more advantage of sales and income taxes where they had that option, and relied more heavily on fees and current charges. Wallin's sample included Bridgeport, Hartford, New Haven, Stamford, and Waterbury, CT; Boston, Cambridge, Fall River, New Bedford, Springfield, and Worcester, MA; Providence, RI; and no cities in Maine, New Hampshire, or Vermont.
Wallin also identified other several major trends. General expenditures grew more slowly over this period among cities than among other types of governments. Intergovernmental aid as a share of general revenues, particularly for schools, saw a net increase. And a major shift occurred in the source of intergovernmental aid, with state governments providing more and the federal government providing less. than on assessed value). (The census file used to construct It is hard to tell whether New England municipalities have additional opportunities for collecting miscellaneous general revenue. The "other" category, which is not broken out in the data file, includes items such as rents, dividends, prior-year adjustments, and payments in lieu of taxes.
The next two tables provide background information. Note: Census government types "municipal" and "township" are combined. Blank = none; 0 = less than $0.50 per capita. *Chance of very small errors since township to municipal transfers has not been netted out.
V. Cyclical Links between Property Taxes and State Aid
Property taxes and state aid-the two largest sources of revenue for local government-are linked both explicitly and implicitly. They are linked explicitly because state aid formulas usually take the capacity of local governments to collect property taxes into account. They are linked implicitly because local officials look first to state aid, which comes to them at lower political cost, and second to property taxes, which their constituents happening to the use of charges and fees by municipal governments in recent years? Tables 11 to 13 and perform multiple regression analysis on a 49-state sample with control variables for other determinants of cross-state variations in the growth of property taxes. For school districts, Dye and Reschovsky find a significant negative relationship between changes in state aid and changes in property taxes, consistent with Table 12 . Their estimates suggest that, on average, local governments have the flexibility to offset a one-dollar cut in school aid with a 25-cent increase in property tax collections.
Dye and Reschovsky interpret these results as providing "strong evidence of the strength and resiliency of the property tax." They go on to note: "Not only is the local property tax base much more stable with respect to cyclical influences than the bases of the state income or sales tax, but local property tax rates appear to be, in most states, sufficiently flexible so that local property tax revenues can be varied so as to provide a counter-cyclical buffer to changes in state aid. In essence, our results seem to reinforce that conclusion that the local property tax plays a critical role in our federal system."
VI. Property Tax Limitations
Property taxes have their advantages, but they also have negative attributes that provoke popular resistance and lead many states to limit their use. Limits on local property taxes are the most prominent of a larger list of constraints on the taxing and spending of both local and state governments. According to Mullins and Wallin (2004) , "Forty-six states have some form of constitutional or statutory statewide limitation on the fiscal behavior of their units of local government." Table 14 presents the caps for the three New England states that limit local property taxes. In 2005, Maine joined the property tax limitation club with a 2.75 percent limit on year-to-year revenue growth, with an exception for new property. The rate limit could be lower if personal income growth in the state is very low, and higher if the state's ranking in total taxes relative to personal income declines significantly (Baer 2006 ).
As noted, property taxes are the largest revenue source for local governments nationwide, and particularly in New England. Statewide limits on property tax revenues will heighten the importance of state aid to municipal governments, and their access-or lack thereof-to revenue sources other than property taxes.
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VII. Looking Ahead: The Impact of an Aging Society on State and Local Budgets
There is, in my view, reason to be concerned-even pessimistic-about future pressures on state and local budgets. The same demographic and health care cost pressures that threaten federal budgets will also affect state and local governments. States differ considerably in the age distribution of their populations, and thus the severity of these changes. Table 16 presents the same age-group shares from the Census Bureau's population projections for 2030. Note the projected dramatic increase in the retirement-age population.
In the United States as a whole, the 65-and-up age group is expected to expand from 12. The burden of supporting a larger elderly population falls primarily on people of working age, who are producing the output that must be taxed, transferred, or traded for financial assets to support consumption of goods and services by the elderly. Table 17 shows the old-age dependency ratio-the number of people aged 65 and older divided by the number of people aged 25 to 64. The increase in the dependency ratio projected for the next three decades is remarkably large. In the United States overall, the dependency ratio rises from 23.8 to 41.1 percent-an increase of almost three-quarters. In both Vermont and Maine, the dependency ratio more than doubles, to more than 50 percent! Note that the increase in the dependency ratio is modest from 2000 to 2010 (even negative in Rhode Island), large from 2010 to 2020, and very large from 2020 to 2030. The demographic shift to an older population distribution has started, but it is going to get much more painful for those who pay for government services to the elderly. America is aging, and state and local policy makers need to pay attention to that inexorable trend.
State and Local Budget Pressures
Awareness that America is aging is dawning, but the public, especially, seems little aware of the many implications. Policy makers and analysts are starting to realize that the aging trend affects more than just the Social Security program. The impact of an aging population on sales tax revenues will depend on age-specific expenditure patterns and expenditure-specific exemptions from the sales tax base. The exemption of medical services and prescription drugs from the sales tax in most states suggests that revenues may decline as the population ages (Menchik 2002 Property taxes. The mainstay of local government finance in New England is the property tax. Many states give age-conditioned homestead exemptions from the property tax, which would affect local tax collections as the population ages. Some states offer ageand income-conditioned property tax "circuit breakers"-tax relief-which will affect state tax collections as the population ages. This evidence reveals some fairly direct effects of an aging population on different types of state and local expenditures and revenues. There are also some important indirect effects. One source of indirect pressure will occur across budget items for a state or municipality. There may be no direct link between the age distribution of the population and, say, infrastructure spending. However, growing pressure to fund medical care will make it harder to pass a budget with more funding for bridge repairs.
A second source of indirect pressure is more relevant to this analysis of municipal revenue sources. In a system of fiscal federalism, serious pressures on federal budgets will affect grants to state and local governments. Such pressures may also lead to devolution of responsibility for certain government services, and to federal preemption of revenue sources traditionally used by states. Pressure on state budgets, in turn, will trigger pressure on local governments.
VIII. Conclusion
The previous section examined the looming fiscal pressures from an aging population-a topic that is both under recognized and enormously important. We can also anticipate that already identified problems will continue. And we should look ahead to potential policy solutions to both the old and new concerns.
Anyone can forecast continuing pressure to "do something" about high property taxes. Every New England state is hearing arguments from political groups seeking new or tighter limits on property taxes. On the other side are pressures to "do something" about the problems municipal governments are already having maintaining service levels.
A recent article on fiscal stress in Massachusetts municipalities (Gurley 2007) enumerates-with little optimism for voter or legislative approval-a number of possible solutions. These include a local-option sales tax, other new local-option taxes, new fees, and-predict the vote on this one!-an increase in the Commonwealth's cap on property taxes from its namesake 2½ percent to 3 percent.
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We can look at the recent past and expect continuing pressure for states to "do something" to help local governments maintain services, and keep property taxes, from rising by increasing state aid. The Massachusetts Taxpayers Foundation (2005) 
